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SUBJECT: Warehousing & Distribution Investnment Credit

SUMVARY

This bill would create a credit of 6% of the qualified cost of qualified property
for taxpayers engaged in specified warehousing and distribution activities in a
qualified facility. The general structure of this credit is based upon the

Manuf acturers’ Investnment Credit (MCQO).

EFFECTI VE DATE

As a tax levy, the bill would becone effective i mediately upon enactnent. The
bill specifies that the credit would apply to costs paid or incurred in taxable
or incone years beginning on or after January 1, 1999, and woul d sunset when the
M C sunsets.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or investnent
property. The property nust have a limted, useful life of nore than one year
and i ncl udes equi pnent, machi nery, vehicles and buil dings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state | aw all ows taxpayers to use various credits such as the MC
against tax. The MC allows qualified taxpayers a credit equal to 6% of the
anmount paid or incurred after January 1, 1994, for qualified property that is
pl aced in service in California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
Internal Revenue Code and used primarily:

for manufacturing, processing, refining, fabricating or recycling of

property;
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for research and devel opnent;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi pment manufacturing activities and certain aerospace manufacturing
activities.

The M C explicitly excludes certain types of property fromthe definition of
qual i fied property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equipnment used to store finished products that
have conpl eted the manufacturing process, and tangi bl e personal property used in
adm ni stration, general nmanagenent, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously all owed
if the property is renmoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C wi |l becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynent in manufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation

Certain “new busi nesses” (as defined) may claiman exenption fromsal es and use
tax instead of the MC. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC (with certain [imtations as
to timng and anount of the refund).

This bill would create a credit equal to 6% of the qualified costs of qualified
property, based generally on the MC, for taxpayers engaged in qualified
activities (warehousing or distribution activities) in a qualified facility. To
avoi d recapture, the taxpayer would be required to have a net increase of one or
nmore full-tinme enpl oyees per 3,000 square feet of qualified facility within 12
mont hs of acquiring or expanding that qualified facility.
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“Qualified activities” would nmean activities that continue the manufacturing
process or otherw se prepare products for sale, or services that may include, but
are not limted to: bul k breakdown or repackagi ng, bundling, handling, sorting,
racki ng, noving, processing, storing, couponing, conversion, assenbly, blending,
treating, repairing, or reconstructing to neet final product requirenents prior
to shipping for retail consunption

A “qualified facility” would nmean a new or expanded facility, located in this
state, owned or |eased by the taxpayer in which activities of the taxpayer are
primarily qualified activities. “New or expanded facility” would nean the
increase in square footage of all facilities owned or | eased by the taxpayer in
this state in which qualified activities are perforned.

For a facility to be qualified, the taxpayer mnmust increase the square footage in
whi ch the taxpayer perfornms warehousing and distribution activities by at | east
3,000 square feet. A qualified facility would not include an existing

war ehousing or distribution facility used by any taxpayer within the six-nonth
period prior to acquisition by the taxpayer. Notw thstanding the "primarily"
standard applicable to determ ning whether a facility is a "qualified facility"
under the bill, a qualified facility would not include a facility in which retai
sales activities are al so perforned.

“Qualified property” woul d be tangi ble personal property and capitalized | abor
costs allocable to such property that is used in qualified activities and that is
used primarily for the handling, novenent, and storage of inventory in a
qualified facility. Only property primarily used in the new or expanded facility
woul d qualify for the credit; property primarily used in the existing facility
woul d not qualify.

As with the MC, the taxpayer would be required to recapture the credit if the
property is renoved fromthis state, disposed of, or used for an unqualified
purpose within one year. |In addition, the credit would be recaptured if the
taxpayer failed to increase the nunber of full-tine enployees at the qualified
facility by at |east one per 3,000 square feet of qualified facility within 12
mont hs of acquiring or expanding the qualified facility. Full-tine enployees
woul d be conputed by using a full-tine equivalent fornula. The taxpayer woul d be
required to maintain the overall |level of enploynent in California, in addition
to the increase of one enpl oyee per 3,000 square feet. The job requirenment woul d
apply only to the new or expanded portion of the facility. Thus, if a taxpayer
has a 3, 000-square-foot building and expands to 6,000 square feet, only one new

j ob woul d be required.

The credit would be available only for taxable or income years that the MCis
avail able; thus, if and when the MC is repealed, this credit also would be
repeal ed. The taxpayer woul d be prevented fromclaimng both this credit and the
MC with respect to any itemof qualified property. However, as with the MC,

t axpayers would be able to claimthis credit and the enterprise zone sal es or use
tax credit. In addition, the credit would be carried forward for eight years, or
ten years for small businesses, as with the MC
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Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations:

Al though the bill would require the taxpayer to increase the nunber of
jobs within 12 nmonths of acquiring or expandi ng the warehousi ng or
distribution facility to retain the credit, the bill would not require
the taxpayer to maintain that |evel of enploynent after the 12-nonth
period. A taxpayer could subsequently get a credit for the purchase of
| abor - savi ng equi pnent that resulted in the | oss of jobs.

The general definition of "qualified facility" contenplates a taxpayer
"new y acquiring" additional space. However, “qualified facility” does
not include a facility if any taxpayer performed qualified activities at
that |ocation during the preceding six nonths. Thus, a taxpayer can
acqui re new space, which was previously not used for any purpose, and it
qualifies for the credit. However, if that same taxpayer acquires space
that is new to that taxpayer (and which increases his qualified
activities in this state by 3,000 square feet) but which was previously
used by an unrel ated taxpayer as a warehouse or distribution facility, it
woul d not qualify.

The credit added by this bill would extend to activities specifically
precluded fromqualification under the MC since they are outside of the
actual manufacturing process (i.e., warehousing and distribution.

| npl ement ati on Consi derati ons

I mpl ement ati on of the provisions of this bill would occur during the
departnment’s annual system update.

Techni cal Consi der ati ons

Amendments 1 and 2 would clarify if the property would qualify for both this
credit and the MC that the taxpayer may claimonly one of the credits with
respect to that property. In addition, these anmendnments woul d delete a
reference to an expired credit.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The estimated revenue inpact of this bill is shown in the follow ng table:

Revenue | npact of AB 462 as Introduced February 16, 1999
Effective 1/1/99, Assuned Enacted After 6/30/99
($ MIlions)
1999- 00 2000- 01 2001- 02
($17) ($26) ($30)
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Thi s anal ysis does not take into account any change in enploynent, persona
i ncone, or gross state product that may result fromthis bill becom ng | aw

Tax Revenue Di scussion

The revenue inpact of this bill would be determ ned by qualified investnent
anmounts and liabilities of affected taxpayers. Qualified investnment was
estimated from U. S. Departnent of Commerce data capturing nationw de

manuf acturers’ investnment in tangi ble personal property used in warehousing
and distribution activities. The national anmpbunts were adjusted to
approximate California s share of investnment by applying the ratio of
California enploynent to national enploynment (11.4%in 1994). This anpunt
was grown to the out years by applying Departnment of Finance projected
growth rates. The first year anpunt, 1999, was discounted to account for
expendi tures associated with binding contracts entered into prior to 1999.
Al investnment amounts were adjusted to approximate capitalized | abor
directly associated with qualified investnent (i.e., self-constructed
property and installation of purchased equi pnent). These steps provide an
approxi mati on of the total cost of tangi ble personal property used in

war ehousi ng and distribution facilities.

The next step in this analysis is adjusting the base anmbunts to take into
account the required expansion of space and enploynent. This estimte
applies only to tangi bl e personal property (machinery and equi prent) used in
war ehousi ng and distribution activities (i.e., this estinmate does not
include the structure or other real property used in warehousing and
distribution activities). Credit usage rates were estimated fromtax return
i nformati on.

BOARD PCSI TI ON

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill.



Mari on Mann DedJong
845- 6979
Doug Bramhal |

FRANCH SE TAX BOARD S
PROPCSED AMENDIVENTS TO AB 462
As Introduced February 16, 1999

AVENDMENT 1
On page 10, nodify lines 28 through 33 as foll ows:
(i) If the qualified taxpayer is allowed a credit for any itemof qualified
property pursuant to this section and Section 170652-15-6+17053-49;- 17053.49 only

one credit shall be allowed to the qualified taxpayer under this section or
Section 17052156+ 17053.49 wth respect to that qualified property.

AVENDMENT 2
On page 19, nodify lines 15 through 19 as foll ows:

(i) If the qualified taxpayer is allowed a credit for any itemof qualified
property pursuant to this section and Section 236126623649~ 23649 only one
credit shall be allowed to the qualified taxpayer under this section or Section
23412 6—o0r 23649 with respect to that qualified property.




